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SUBJECT: First-Time Honebuyer Mbrtgage | nsurance Deduction

SUMVARY

Under the Personal Incone Tax Law (PITL), this bill would allow a first-tine home
buyer, as defined, to deduct the amount paid or incurred for private nortgage
i nsurance (PM) each year until 20% of the nortgage has been paid.

EFFECTI VE DATE

This bill is a tax levy and would apply to taxabl e years beginning on or after
January 1, 1999.

SPECI FI C FI NDI NGS

Private nortgage insurance is a type of insurance that protects | enders agai nst
| osses fromforeclosure. This protection is provided by private nortgage

i nsurance conpani es and allows | enders to accept | ower down paynents than woul d
normal |y be all owed.

PM can be paid on either an annual, nmonthly or single premumplan. Prem uns
are based on the anobunt and terns of the nortgage and will vary according to

| oan-to-value ratio, type of |oan, and anpunt of coverage required by the | ender.
Under an annual plan, an initial one-year premumis collected up front at
closing, with nonthly paynments collected with the nortgage paynent each nonth
thereafter. Mnthly plans allow a borrower to pay the |l ender only one or two
mont hs' worth of premuns at closing, with the bal ance paid on a nonthly basis
with the regul ar nortgage paynent. Honebuyers can choose to add the anpunt of
the lender's nortgage i nsurance prem um (which is a percentage of the |oan

bal ance) to the |l oan amount. By doing this, honebuyers can reduce their closing
costs and increase their interest deduction.

Federal |aw authorizes borrower-initiated cancellation of PM once a consuner has
accumul ated 20% equity in his or her hone, determ ned according to the
anortization of the |oan, any prepaynents, or upon the borrower establishing that
the property’s value increased sufficiently to provide the borrower with a 20%
equity position.

Federal | aw nandates automatic termnation of PM at the 22%equity level. For
term nati on purposes, the point at which the 22% equity |l evel is reached may be
determ ned by paynents made according to the initial anortization schedule. The
only condition on this requirenent is that the borrower nust be current on al
paynments due on the loan at the time PM is termnated; if not, the PM nust be
term nated as soon as the borrower becones current.
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Federal and state |law generally all ow 100% of hone nortgage interest to be taken
as an item zed deduction. Certain m scellaneous itenm zed deductions (excl uding
honme nortgage interest) are limted and may be claimed only to the extent that

t hey exceed 2% of the taxpayer’s adjusted gross incone (AGd). Also, item zed
deductions may be further limted for high-inconme taxpayers.

Current federal and state |laws do not allow a deduction for private nortgage
i nsur ance.

This bill would allow a first-tinme home buyer to deduct an anmpbunt equal to the
anount paid or incurred during the taxable year for PM for each year until 20%
of the nortgage has been paid.

By reference to the Health and Safety Code, this bill would define "first-tine
home buyer" as a person who is a purchaser of an owner-occupi ed housing unit and
who neither has, nor has had, a present ownership interest in a principal
residence at any time during the three-year period prior to the date on which the
nortgage i s executed.

The deduction allowed by this bill would be included with other niscell aneous
item zed deductions and woul d be deductible only to the extent that the combi ned
total exceeds 2% of the taxpayer’'s AG.

Pol i cy Consi derati ons

By allowing a deduction that is disallowed by federal law, the bill would
create a state/federal difference that requires adjustnents to incone.

This bill would allow first-time honmebuyers who purchase a house outside
California a deduction for the costs paid or incurred for PM.

The bill uses the term“first-tine home buyer” as defined in the Health and
Saf ety Code. The Internal Revenue Code (IRC) and PITL define the term
“first-tinme hone buyer” as an individual (and if married, the individual's
spouse) who had no present ownership interest in a principal residence
during the two-year period ending on the date of acquisition of the
principal residence. It may be confusing for taxpayers to have two
different definitions of the sanme term being used for different tax
provisions relating to the taxpayer’s hone.

| npl emrent ati on Consi der ati ons

The department has identified the follow ng inplenentation concerns.
Departnent staff is available to work with the author’s office to resol ve
t hese and other concerns that nmay be identified.

The term*“PM” is undefined. It is unclear what specific types of insurance
paynments qualify for the deduction. The federal "Homeowners Protection Act
of 1998" provides a definition for PM. The author may wi sh to use that
definition in this bill. However, the federal definition excludes Mrtgage
I nsurance Protection (MP) required for certain Federal Housing Authority
(FHA) | oans.
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It is unclear if a first-tinme honebuyer who refinances the origina
nortgage, for the sole purpose of lowering the interest rate, would stil
qualify for the deduction

The bill should be anended to provide that the deduction ceases when equity
has reached 20% of the original value of the property, so that it is clear
that the term“amount” does not refer to |oan interest or principal.

Cal culating the equity percentage may be confusing to taxpayers. Since
federal law requires that PM term nate when 22% of the loan principal is
paid, the author may wish to renove the reference to the 20%figure so that
the deduction is available as long as PM is paid (which will cease by |aw
at approximately the same tine as the 20% figure provided in the bill).

Thi s deduction may al so be compl ex for taxpayers to calculate since it would
be included as part of the taxpayer’s mi scell aneous item zed deductions and

limted to the extent that the total exceeds 2% of AG@. However, the author
has indicated that the bill will be anmended to allow the entire deduction

FI SCAL | MPACT

Depart nental Costs

Once the inplenentation concerns are resolved, this bill would not
significantly inpact the department’s costs.

Tax Revenue Esti mate

Based on Iimted data and assunptions di scussed below, this bill would
result in the foll ow ng revenue | osses under the PITL.

Esti mat ed Revenue | npact of SB 109
As I ntroduced 12/15/98
[$ In MIlions]

1999- 00 2000-01 2001- 02
($1) ($1) ($1)
The bill would be effective with taxable years beginning on or after January

1, 1999, with enactnent assuned after June 30.

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis nmeasure.

Tax Revenue Di scussion

The anount of PM prem uns paid that exceed the 2% of adjusted gross incone
threshold and marginal tax rates of taxpayers with deductible prem uns woul d
determ ne the revenue inpact of this bill

According to industry contacts, there are roughly five mllion PM policies
in force nationwi de. About half of these policies are attributed to first-
ti me honebuyers.
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Assum ng that:

California s distributive share of PM policies is roughly equal to the
nunber of owner occupied hones in California versus the nation, or
approxi mately 10%

an average nonthly prem um of $75

deductible premuns are roughly 8% of total premuns paid by first-tine
honmebuyers (see di scussion bel ow); and

an average marginal tax rate of 6%
revenue | osses would be on the order of $1.1 mllion.

As a m scel |l aneous item zed deduction, PM prem uns would be included wth
ot her m scell aneous item zed deductions, if any, and woul d be deductible
only to the extent they exceed 2% of adjusted gross incone. PM premuns
paid by first-time homebuyers in California are projected at roughly $225
mllion annually. It is not known what anount of projected prem uns paid
woul d reduce the incone of first-time honebuyers. By using personal incomne
tax sanple data and a series of assunptions as a proxy, deductible prem uns
are projected to be on the order of $20 million annually.

The average PM policy is in force for less than five years.

POSI T1 ON

Pendi ng.



